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Executive Summary 


tudent loan default has attracted considerable 
S attention from journalists and the research com- 
munity over the past several years, as the Depart- 
ment of Education projects that more than a quarter 
of federal student loans to undergraduates will end 
up in default at some point. But less commonly 
discussed are the pathways that student borrow- 
ers follow after defaulting on a federal loan. In this 
report, we combine a comprehensive review of fed- 
eral policies surrounding default with an analysis of 
post-default pathways using a newly constructed fed- 
eral data set of student borrowers. 

While default is common for student borrowers, it 
is far from a permanent status. Seven in 10 borrow- 
ers who default on a federal loan will exit default sta- 
tus within five years. Because defaulters tend to have 
small balances, around a third pay off their loans in 
full within a few years. Others resolve their defaults 
by rehabilitating or consolidating their loans. How- 
ever, borrowers who exit default in these ways often 
fail to pay down their balances, meaning that default 


exit sometimes signifies little more than a status 
change. Many of these borrowers default again. 

Borrowers may make progress toward paying 
off their defaulted loans in myriad ways. However, 
the terms and penalties for different default reso- 
lution methods are opaque, inconsistent, and often 
overly punitive. For example, a defaulted borrower 
whose wages are garnished sees nearly 20 percent 
of each payment go toward collection fees, which 
can total thousands of dollars by the time the loan is 
fully repaid. However, a borrower who exits default 
through rehabilitation pays collection fees of as little 
as $9— even if he does not actually pay down his loans 
after resolving the default. 

As today’s high rates of student loan default show 
few signs of slowing down, there is plenty of room for 
policymakers to standardize collection fees and cre- 
ate a single, fast process for borrowers to exit default. 
In the meantime, observers should reconsider the 
common conception of default as a permanent or cat- 
astrophic situation. 
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hile student loan default is a topic well covered 
by academic literature and the media, most 

of that analysis has focused on what predicts default 
with an eye toward preventing it. However, very little 
research looks at what happens to student borrow- 
ers after they default on federal student loans. Fed- 
eral loans make up some 90 percent of student debt. 
Often, default is portrayed as a terminal status that is 
financially catastrophic for borrowers and entails large 
losses for taxpayers.+ 

A lack of borrower-level data on loan performance 
has made it difficult to test whether this characteri- 
zation is accurate—or to understand even basic facts 
about what happens to loans after default. Publicly 
available data related to loan defaults are limited to 
aggregate statistics computed by the Department of 
Education (ED) and the New York Federal Reserve, as 
well as three-year cohort default rates at the college 
and university level. Such data are useful to assess 
rates of default and the characteristics of borrowers 
who default, such as school type and loan balance. 

But the available data do not provide a picture of 
how a borrower’s default status evolves over time. 
For example, there is little concrete information on 
how long loans stay in default, how outstanding bal- 
ances change during and after default, and how fed- 
eral policies to collect or cure defaulted loans affect 
borrowers’ debts. Without this information, it is diffi- 
cult to determine whether current policies surround- 
ing default are fulfilling their intended purposes and 
where there is still room for improvement. 


This report aims to expand the window into fed- 
eral student loan defaults beyond the event of default 
itself. It attempts to provide the most robust look to 
date of what happens to student loans after a bor- 
rower defaults and why. Ultimately, this information 
should help policymakers evaluate the current set of 
policies related to default collections as well as pose 
new questions for researchers to explore. 

Note that this analysis focuses on government pol- 
icies, such as exit pathways, fees, and interest related 
to default, as well as borrower repayment behavior. 
It does not examine other consequences borrowers 
experience due to default. 

The report is divided into two sections. The first 
section analyzes a new data set from the National 
Center for Education Statistics (NCES) that tracks 
how the federal student loans of students who began 
college during the 2003-04 academic year perform 
over the following 13 years.2 We answer questions 
such as how long borrowers stay in default, what 
paths borrowers use to exit default, and how balances 
on defaulted loans change over time. The second sec- 
tion uses hypothetical borrower-level examples to 
simulate the effects of default—such as interest, fees, 
and penalties—that accrue on the loans. These exam- 
ples are informed by the preceding data analysis and 
are based on extensive research into government pol- 
icies for collecting defaulted loans and helping bor- 
rowers exit default. 

Overall, our findings suggest that the popular 
impressions of borrower outcomes after default, even 
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among policymakers and researchers, are overly sim- 
plistic. There is no one typical path borrowers fol- 
low after defaulting on a federal student loan. While 
some borrowers stay in default for years, others leave 
default quickly. Some borrowers see their balances 
rise throughout their time in default, while others 
pay down their loans in full. These outcomes do not 
always correlate the way one might expect: A bor- 
rower who has exited default often has not repaid his 
loan (although he may eventually), and a borrower 
still in default is often making rapid progress toward 
fully repaying his debts. 

Collection costs that borrowers pay in default can 
be large, just as the popular narrative says, or they can 
be minimal to nonexistent. That is because the federal 
government has erected a complicated set of options 
and policies for borrowers in default. These poli- 
cies are often counterintuitive and include perverse 
incentives for borrowers in how they resolve their 
defaults. Harsher penalties are imposed on borrowers 
who quickly repay their loans in full after defaulting 
than on those who engage in a lengthy, bureaucratic 
“rehabilitation” process but make no progress in pay- 
ing down their debts. These findings suggest there is 
plenty of room for lawmakers to change policies gov- 
erning default in order to make the process of exiting 
default simpler and more rational. 


What Is Default? 


For federal student loans, default is defined in law as 
failure to make an on-time payment for 270 days.4 
After a Federal Direct Loan enters default, responsi- 
bility for collecting the loan is transferred from the 
loan’s third-party servicer to ED, which in turn noti- 
fies credit reporting agencies and assigns the loan to 
one of several private collection agencies contracted 
to recover such debts. This process usually extends 
the effective default point to 420 days after the bor- 
rower made an on-time payment.5 

The collection agency may then use a number of 
strategies to attempt to resolve the loan’s default 
status, either by returning it to good standing or by 
obtaining payments from the borrower to satisfy 


the debt. These collection techniques and policies 
to restore a loan in default to good standing are dis- 
cussed in detail in the second section of this report. 

The default is reported to credit reporting agencies, 
meaning it affects the borrower’s credit score. While a 
borrower remains in default on a federal student loan, 
he also loses access to other federal student aid pro- 
grams, including Pell Grants and additional loans. 

The federal government continues to charge the 
same interest rate on loans in default. Therefore, a 
borrower’s balance continues to grow while in default. 
Continuing to charge interest on a loan in default dif- 
fers from the way defaulted loans are generally treated 
in the private market. Due to a combination of prac- 
tical and legal reasons, private lenders typically do 
not charge interest once a loan has become severely 
delinquent, usually around 90 to 180 days, at which 
point it is “charged off,” or declared uncollectible by 
the lender and sold to a collection agency. Generally 
speaking, the federal government has no parallel con- 
cept to charging off a student loan. 

Default on a federal student loan is distinct from 
delinquency, which occurs when a borrower falls 
behind on payments but by fewer than 270 days. 
Unlike private lenders, the federal government does 
not charge late fees when borrowers are delinquent 
on their student loans.® 

Failure to make payments also does not automat- 
ically mean a borrower will default. Borrowers can 
request a deferment or forbearance, statuses in which 
they are not obligated to make payments on the loan.” 
A borrower with a low income may also qualify to 
make a $0 monthly payment under the Income-Based 
Repayment (IBR) plan.® 

Despite these alternatives, default is common. 
ED computes several aggregate-level measures that 
reveal the extent of default. As of December 2017, up 
to 8.7 million federal student loan borrowers were 
in default on $154 billion in loans.9 Roughly 300,000 
Direct Loan borrowers enter default each quarter.!°© 
ED has also projected that 26 percent of undergrad- 
uate student loan dollars issued in fiscal year 2018 
will end up in default at some point, along with 8 per- 
cent of loans to graduate students." Multiple defaults 
are also common. A research brief by the Consumer 
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Financial Protection Bureau found that up to a third 
of borrowers who rehabilitate their defaulted loans 
will default again within two years.!2 

Previous analyses of default have revealed that 
certain groups of students are much more likely to 
default. The most consistent predictor of default risk 
is completion; students who failed to complete their 
programs are far more likely to default than students 
who received a degree.'3 For this reason, default is 
most common among borrowers with small balances, 
since non-completers attended school for shorter 
periods and thus accumulated less debt.'4 Students 
who attended for-profit institutions and community 
colleges are more likely to default on their loans, par- 
tially due to lower overall completion rates.45 More 
recent analyses have also found that African Ameri- 
can borrowers default at higher rates.16 

Economic circumstance appears to play a major 
role in driving default. Borrowers who earn less 
after leaving college default at higher rates.17 How- 
ever, research has also shown that some student loan 
defaults are not driven by the affordability of the 
borrower’s debt.!8 Anecdotal evidence suggests that 
some defaults are driven by feelings of resentment 
toward a borrower’s college and not necessarily by 
economic considerations.!9 Surveys also indicate that 
borrowers consider repaying federal student loans a 
low priority relative to other bills.2° In this report, we 
mostly leave aside questions of what predicts default 
and focus instead on what comes after. 


Aggregate Perspective: Student Loans 
After Default 


Data on the pathways that student loan borrowers 
take after default have been scarce. But a new data set 
provides a look at what happens to federal student 
loans after default. NCES conducted the Beginning 
Postsecondary Students Longitudinal Study: o4/o9 
(BPS:04/09), a nationally representative sample of 
16,680 students who began college in the 2003-04 
academic year. BPS:04/09 followed up with that 
cohort three and six years after they began college, 
measuring outcomes such as completion status and 
credential type. NCES recently updated this data set 


with information on 10,890 of these students’ federal 
loans through April 2016. It includes information on 
loan attributes, principal and interest balances, loan 
defaults, and the reasons borrowers exited default (if 
any). The data do not include actual payments made 
by borrowers, only changes in outstanding balances. 

We focus on the subset of borrowers who default 
at least once over the study period (July 2003 to April 
2016). This provides a sample of 2,670 defaulters, 
1,700 of whom exited default at least once. There are 
also 1,580 borrowers in the data set for whom we can 
analyze outcomes over the five-year period following 
default. Regrettably, the modest size of this sample 
makes it difficult to conduct detailed analyses of sub- 
populations of defaulters. Throughout the report, we 
do not show any statistics based on sample sizes of 
fewer than 250 observations. 

Aside from small sample sizes, the data set has 
some other limitations. Students who began college 
in the 2003-04 academic year may not be representa- 
tive of today’s college students, and defaulters in the 
data set may not be representative of people in default 
today. Moreover, the design of the federal loan pro- 
gram has undergone several changes since BPS:04/09 
was conducted, including expansions of IBR and the 
elimination of bank-based, federally guaranteed loans. 
These policy changes may influence default behavior 
in ways that our analysis does not capture. (In the sec- 
ond section of this report, we focus on default policies 
in effect today rather than the policies that applied 
during the BPS:04/09 study period.) 

Finally, this analysis focuses on three-year and 
five-year periods after borrowers default for the 
first time, but not beyond because there are insuffi- 
cient data to observe repayment patterns over longer 
periods. Appendix A includes additional details on 
construction of statistics and the advantages and dis- 
advantages of the data set. 

Despite these limitations, this data set provides 
researchers the first borrower-level look at loan out- 
comes over a long period. It also allows for a more 
detailed look at what happens to a borrower’s loans 
after default. The data detail when, if, and how a 
borrower exited default; how his loan balance 
changed; and even whether he entered default a 
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Figure 1. Default Exit Rates 
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second time or took out more federal student loans 
after exiting default. 

The following subsections discuss our analysis of 
these data and present several major findings. First, 
although default rates are high, most borrowers exit 
default within three years. Many of these borrowers, 
especially those with small balances, exit default by 
fully paying off their loans. Still others are on track to 
fully pay within a few years. However, many borrow- 
ers who exit default through other means, or fail to 
exit entirely, show no progress in paying down their 
balances after exiting default. Some defaulters even 
see their balances grow due to accrued interest, fees, 
and reborrowing. This is especially common among 
borrowers who had larger balances at the time of 
default. We review each of these findings below. 

We conduct analyses at the borrower level rather 
than the loan level. All statistics presented refer to a bor- 
rower’s first default occurrence within the study period 
July 2003 to April 2016) unless otherwise specified. 


Default Exit Rate. Contrary to what popular discus- 
sions often imply, defaulting on a federal student loan 
is far from a terminal status. In most cases, borrowers 
resolve their defaults by either fully paying off their 
defaulted loans or taking action to bring the loans 
back into good standing through special options the 
government offers (see the text box).74 

Figure 1shows that one year after first entering default, 
13 percent of borrowers have exited, although some 
reenter. However, default exit rates steadily increase 
over time. After three years, a majority of defaulters 
(52 percent) have exited. Another interpretation of 
this statistic is that the median borrower who defaults 
remains in default for slightly less than three years. 

After five years, 62 percent of borrowers are no lon- 
ger in default on any loans. Another 8 percent are still 
in default, but exited at some point during the inter- 
vening five years. This means that the total five-year 
default exit rate is 70 percent. The remaining 30 per- 
cent of defaulters never exited. As explained later in 
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Figure 2. Five-Year Default Exit Rate by Borrower Characteristic 
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this section, exiting default does not necessarily mean 
a borrower has fully repaid the loan or even reduced 
the balance. 

Researchers have found that a number of charac- 
teristics predict default entrance. Dropouts, students 
who attended for-profit and community colleges, and 
African American borrowers are more likely to default 
on student loans. However, these characteristics are 
at best weak predictors of default exit. For instance, 


both completers and non-completers exit default at a 
rate of about 70 percent after five years (see Figure 2), 
even though completion status is one of the stron- 
gest predictors of whether a borrower defaults in the 
first place. 

The balance of a borrower’s outstanding loans at 
the time of default is one of the better predictors of 
exit. Of borrowers with less than $5,000 outstanding 
at the time of default, 74 percent exit within five years, 
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Options to Exit Default 


orrowers in default on their federal student 

loans have several options to exit default. We 
divide these pathways into “soft” exits, in which the 
balance of the loan is brought back into good stand- 
ing, and “hard” exits, in which the default is cleared 
because the borrower no longer owes money on the 
loan. Borrowers who exit default regain their ability 
to borrow federal student loans. Additionally, a bor- 
rower may use a soft exit to gain access to repayment 
options that are not available while in default, such 
as forbearance, deferment, or IBR. 


Rehabilitation (soft exit). Under rehabilitation, 
borrowers bring defaulted loans back into good 
standing by making a certain number of on-time 
payments. Borrowers can redefault on a rehabili- 
tated loan. This is the only option that removes the 
default record from a borrower’s credit report. 


Consolidation (soft exit). Consolidation involves 
taking out a new federal student loan to repay 
defaulted student loans. The borrower then makes 
payments on the new loan, which is automatically 


compared to 59 percent of borrowers with more 
than $20,000 outstanding. This pattern makes sense 
because fully paying off smaller balances is easier. 
Borrowers can exit default in different ways (see 
Figure 3). Slightly more than half of exits in our sam- 
ple are “soft” exits, such as through rehabilitation 
(39 percent of exits) and consolidation (16 percent). 
Soft exits represent a change in the loan’s status 
from default to good standing, but the borrower still 
owes money on the loan and may redefault. By con- 
trast, “hard” exits end default because the borrower 
no longer has an outstanding balance. Most borrow- 
ers who hard-exit default do so by fully paying off the 
defaulted loan; borrowers may pay off the loan all 
at once or over time. Payments may be voluntary or 
involuntary, such as through wage garnishment, but 
the data do not identify how payments are made.?? A 


in good standing because it is a new loan. Borrowers 
can redefault on a consolidation loan. 


Full Payoff (hard exit). Other borrowers may 
do a full payoff, in which they make payments on 
defaulted loans until the balance goes to zero. Some 
borrowers pay off their loans voluntarily, either all 
at once or over time. Borrowers who pay off rela- 
tively quickly may reach settlements with collection 
agencies to waive a portion of the amount owed. 
In other circumstances, full payoffs are involun- 
tary; the federal government may use tools such 
as wage garnishment or seizure of federal income 
tax refunds (i.e., “offsets”) to collect defaulted bal- 
ances. Regrettably, the data do not identify how full 
payoffs are made. 


Discharge (hard exit). In rare cases, the govern- 
ment discharges a borrower’s federal student loans 
due to death, disability, or other reasons. Once a 
federal student loan is discharged, it is no longer 
in default because the borrower is not obligated to 
repay it. 


small share of default exits (4 percent) are due to a 
discharge of the outstanding loan balance, which may 
happen in cases of death or disability. 


Full Payoff After Default. Many discussions of 
student loan default imply that, when a borrower 
defaults, he is unlikely to later fully repay the debt.3 
But a surprising number of defaulters repaid their 
defaulted loans in full.24 Of all defaulters, 31 percent 
exited via a full payoff within five years (see Fig- 
ure 4). Note that this rate captures only borrowers 
who resolve their defaults through a full payoff and 
not defaulters who rehabilitate or consolidate their 
loans and fully pay them off afterward. (Borrow- 
ers who successfully complete a soft exit and then 
quickly reduce their balances to zero are uncommon 
in the data.) 
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Figure 3. Reason for First Default Exit 
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One explanation for this finding is that many bor- 
rowers default on small balances, making it possible 
for borrowers to eventually pay them off. More than 
half of borrowers had less than $10,000 in outstand- 
ing debt when they defaulted, and nearly a third had 
less than $5,000. Indeed, defaulters with smaller bal- 
ances paid down their loans much faster than those 
with larger balances. Among borrowers who had 
less than $5,000 in loans outstanding at the time of 
default, 41 percent exited default through a full pay- 
off within five years. For borrowers with more than 
$20,000 outstanding at default, the full payoff rate 
was 23 percent. 

The data do not include information on borrow- 
ers’ incomes, so we cannot gauge how affordable 
these full payoffs are for defaulters. Moreover, the 
federal government has extraordinary tools such as 
wage garnishment to collect defaulted loans that can 
force borrowers of limited means to pay off defaulted 
loans quickly. Our model of wage garnishment out- 
lined in the second section of this report shows that 


wage garnishment (combined with tax refund offsets) 
can lead even low-income borrowers to fully pay off 
small-balance defaulted loans within a couple years. 
While the BPS:04/09 data do not identify how pay- 
ments are made, the large number of rapid payoffs we 
observe is consistent with use of wage garnishment 
and tax refund offsets as collection tools. 


Loan Balances After Default. In the months and 
years after borrowers default, their loan balances 
evolve in divergent ways. Here we include the loan bal- 
ances of all defaulters regardless of whether they take 
action to resolve the default. Some borrowers make 
substantial progress after default, while others make 
no progress or even see their balances increase.?5 
Again, we cannot see borrowers’ payments, so we can- 
not determine how much they are paying toward their 
loans relative to how much is due. But looking at bal- 
ances alone, we see that defaulters at the median have 
paid down 3 percent of their balances five years after 
default (see Figure 5). 
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Figure 4. Full Payoff Rate by Balance Outstanding at Default 
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Figure 5. Changes in Outstanding Loan Balance After Default 
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Figure 6. Changes in Outstanding Loan Balance After Default, by Amount Owed at Default 
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However, the median masks big changes for other 
borrowers. A minority of borrowers fully pay off their 
loans within five years, while balances rise sharply at 
the other end of the spectrum. Figure 5 shows that 
the 25th and 75th percentiles of borrower progress 
diverge further and further from the median as time 
goes by. 

Five years after default, a quarter of borrowers 
have seen their balances grow by 28 percent or more. 
In other words, the 75th percentile borrower sees 
his balance grow by 28 percent. For comparison, a 
hypothetical borrower who makes no payments on 
a defaulted student loan for five years would see his 
balance grow by 34 percent, assuming the 6.8 percent 
interest rate charged on federal student loans during 
the mid-2000s. 

In addition to interest accumulation, outstanding 
balances may increase due to reborrowing. After exit- 
ing default, borrowers regain their right to borrow 
additional federal student loans, which contributes to 
higher balances in the years following default. We dis- 
cuss reborrowing further in a later section.2° 


11 


A sizable fraction of defaulters, however, make 
notable progress in paying down their loans. Within 
five years of defaulting, the 25th percentile borrower 
reduces his outstanding balance by over 80 percent. 
Put differently, a quarter of defaulters have less than 
20 percent of their original balances remaining five 
years after defaulting. 

Borrowers with lower balances at default tend to 
make faster progress paying down their balances (see 
Figure 6). The median borrower who enters default 
with less than $5,000 in debt pays down 41 percent of 
his balance within five years. But borrowers who owe 
more than $20,000 at default typically see their bal- 
ances increase by 23 percent over the following five 
years. We cannot tell, however, if this latter group is 
making payments. If they are, it is not enough to keep 
up with accruing interest.27 

People who pay down their balances quickly are 
obviously more likely to exit default through a full 
payoff. However, it appears the typical borrower who 
goes down the full-payoff route does not start mak- 
ing large payments immediately after default. Among 
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Figure 7. Changes in Outstanding Loan Balance After Default, by Reason for Default Exit 
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borrowers who fully pay off or discharge their loans 
within five years, balances actually increase for the 
first year or so after default due to accrued, unpaid 
interest. Between 12 and 18 months after default, how- 
ever, the balance of the typical borrower in this group 
takes a sharp turn downward. This suggests that bor- 
rowers who end up fully paying off their loans tend 
to spend a full year in default before they begin pay- 
ments—either voluntarily or involuntarily. Account- 
ing for the 270 days it takes to officially enter default, 
two years or more may pass between a defaulter’s last 
payment and the time he begins to pay down his loans. 

Borrowers who exit default through rehabilita- 
tion or consolidation generally do not, however, show 
progress paying down their balances (see Figure 7).28 
These soft default exits usually portend a borrower 
failing to make progress reducing his balance. Indeed, 
trends in the balances of borrowers who exit default 
through rehabilitation or consolidation are barely 
distinguishable from those who do nothing to exit 
default, at least in the five years we can observe. 
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The typical borrower who rehabilitates or consoli- 
dates his defaulted loans sees his balance increase by 
10 percent during this time.?9 Similarly, the typi- 
cal borrower who did not exit default within that 
five-year period sees his balance increase at virtually 
the same rate. 

There are many reasons that a borrower who reha- 
bilitates or consolidates his loans would not make 
progress on the outstanding balance. He may simply 
fail to make payments after exiting default, raising the 
possibility of defaulting again. However, a soft-exiter 
may see his balance increase even if he does not 
redefault. Once a default is resolved, a borrower has 
legitimate channels through which to avoid mak- 
ing payments, such as placing loans into deferment 
or forbearance or enrolling in repayment plans that 
allow low-income borrowers to make zero payments. 

Aside from interest, soft-exiters might see their 
balances increase for two other reasons. Borrowers 
freed of the default status may take out more federal 
student loans to go back to school, increasing their 
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Table 1. Four Pathways in Three Years After a Student Loan Default 


Balance Increases 


No Exit 
Exited 


Group A (27%) 


Group C (25%) 


Balance Decreases 


Group B (21%) 
Group D (27%) 


Source: Authors’ calculations based on National Center for Education Statistics, Beginning Postsecondary Students Longitudinal Study: 


04/09. 


total outstanding balance. Additionally, during the 
time period studied, relatively high collection fees 
were added to borrowers’ rehabilitated and consoli- 
dated loans. These fees are far lower now.3° Because 
of those fees, a borrower’s balance might temporarily 
rise after a soft exit even if he is making payments. 
Regrettably, the BPS:04/09 data do not show when 
fees are charged. 


Four Groups of Borrowers After Default. One 
useful way to categorize the findings is to divide 
defaulters into four categories based on whether 
they exit default within three years and whether they 
reduce their outstanding balances in the same period. 
This helps reveal the major theme of the findings thus 
far. Whether a borrower remains in default or exits 
says little about what happens to a borrower’s loan 
balance after the default occurs. While one might 
expect borrowers who exit default to see their bal- 
ances decline and vice versa, that is true about as often 
as it is not. The four categories defined in Table 1 are 
all of similar sizes, showing that repayment progress 
and default exit are almost completely orthogonal. To 
understand why, we explore each quadrant of Table 1 
individually.3! 


Group A: No Exit, Balance Increases (27 Percent). 
Group A is the 27 percent of defaulters who did not 
leave default and saw their outstanding balances rise. 
This is the stereotypical picture of a defaulter: a per- 
son who can neither quickly extricate herself from 
default nor pay down his outstanding balance. These 
borrowers are either not making payments at all or 
making voluntary or involuntary payments toward 
their loans that are not sufficient to cover interest. 


The median balance ($9,700) at default for these bor- 
rowers is somewhat high, which is expected given 
that it is more difficult to make progress paying down 
larger balances. 


Group B: No Exit, Balance Decreases (21 Percent). 
Group B is the 21 percent of defaulters who did not 
exit default but reduced their outstanding balances. 
These individuals have not taken advantage of reha- 
bilitation or consolidation but are making volun- 
tary or involuntary payments that more than cover 
monthly interest and thus have started to pay down 
the principal. Many Group B borrowers are on track 
to fully pay off their loans within a few years (despite 
remaining in default) and thus will soon exit default. 
Unsurprisingly, these borrowers had somewhat 
lower, but not atypical, median balances at default 


($7,000). 


Group C: Exited, Balance Increases (25 Percent). Group C 
is the 25 percent of defaulters who left default within 
three years but failed to reduce their outstanding bal- 
ance. Most of these borrowers rehabilitated or consoli- 
dated their defaulted loans but then saw their balances 
rise due to interest accumulation, fees, or reborrow- 
ing.3 Some Group C borrowers are in danger of rede- 
faulting if they fail to keep up with their new monthly 
payments after exit. Still others place their loans into 
deferment or forbearance, during which time they 
are not required to make payments but interest still 
accrues. These borrowers had the highest median bal- 
ance at default ($10,800) of any category. 


Group D: Exited, Balance Decreases (27 Percent). 
Group D is the 27 percent of defaulters who left default 
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Figure 8. Reborrowing Rate After First Default Exit 


35% 


30% 


25% 


20% 


15% 


10% 


5% 


0% 


Rehabilitation/ 
Consolidation 


Full Payoff/ 
Discharge 


 1-Year Reborrowing Rate 
® 3-Year Reborrowing Rate 
®@ 5-Year Reborrowing Rate 


Total 


Source: Authors’ calculations based on National Center for Education Statistics, Beginning Postsecondary Students Longitudinal Study: 
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within three years and reduced their outstanding bal- 
ances. With the smallest median balance at default 
of any category ($4,000), most Group D borrow- 
ers exited default by fully paying off their defaulted 
loans (or having them discharged). However, slightly 
more than a third of this group rehabilitated or con- 
solidated and are now making voluntary payments to 
fully pay off their remaining debt. 

As time goes on, more and more borrowers will exit 
default at least once, either by fully paying off their 
defaulted loans or by using a soft exit to bring their 
debt back into good standing. However, the increas- 
ing exit rate does not mean that more defaulters will 
start paying down their outstanding balances. Five 
years after default, borrowers remain close to evenly 
divided between those paying down their loans and 
those not making progress. 


Exiting Default and Taking Out Loans Again 
(Reborrowing). One reason borrowers may seek to 
exit default is so they can return to school by access- 
ing more federal student loans (and federal grant aid). 
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Borrowers in default are prohibited from taking out 
new student loans, but borrowers who defaulted in 
the past and exited default—through rehabilitation, 
consolidation, or full payoff—may take out new loans. 
As most student loan defaulters in our data (67 per- 
cent) did not complete their degree or certificate pro- 
grams, it makes sense that they want to go back to 
school and finish. 

After exiting default, this reborrowing is actually 
quite common (see Figure 8). One year after exiting 
default, 10 percent of borrowers have taken out a new 
federal loan (excluding consolidation loans). After 
five years, the reborrowing rate rises to 30 percent. 
In other words, default exiters often delay using their 
newfound ability to reborrow, possibly because going 
back to school is not among their most immediate 
concerns or because they have other arrangements to 
make before they can reenroll. 

Reborrowing rates are similar for both soft and 
hard default exits. As most defaulters did not com- 
plete their degrees and therefore have low balances, 
many people who want to go back to school can retire 
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Figure 9. Redefault Rate After First Default Exit 
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their defaulted balances quickly through a full payoff. 
For defaulters with larger balances, rehabilitation and 
consolidation are frequently used to restore the abil- 
ity to reborrow. 


Exiting Default But Defaulting Again (Rede- 
faulting). Exiting default is not a guarantee of stay- 
ing out. Borrowers may rehabilitate or consolidate 
their loans but not mend the factors that led them to 
default in the first place; this creates ideal conditions 
for a redefault. Some observers have also argued that 
administrative complexities, processing delays, and 
poorly designed policies may hinder borrowers who 
use rehabilitation to exit default from staying current 
on the loan afterward.33 Indeed, 41 percent of borrow- 
ers who rehabilitate or consolidate their loans default 
again within five years (see Figure 9). This suggests 
that rehabilitation and consolidation are not effective 
at resolving a borrower’s risk of default for good. 
Even borrowers who resolve their defaults through 
hard exits have a nonzero redefault rate. This may 
seem surprising: How can borrowers who no longer 


owe money on their defaulted loans default again? 

There are two ways. First, these individuals may 
borrow again and default on the new loans, leading to 
a redefault even though their original loans are fully 
paid off. Second, hard-exiters may have outstanding 
loans on which they did not originally default, but 
that enter default after the first loans’ defaults were 
resolved. For borrowers who exit default through 
all channels, the total five-year redefault rate is 
25 percent. 


Individual Borrower Perspective: 
Penalties, Interest, and Fees Under 
Current Policies 


Examining aggregate data on the balances of borrow- 
ers who default, as done in the first section of this 
report, provides an incomplete picture of default. 
It cannot reveal what happens to loans at the indi- 
vidual level during and after default. This obscures 
the effects of key policies. For example, the data do 
not allow us to directly observe how policies such 
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as collection fees affect a borrower’s total cost of 
default. Nevertheless, this information is crucial to 
policymakers and the public. 

To gain insight into the individual-borrower level 
during default, we researched the relevant govern- 
ment policies, analyzed statistics published by gov- 
ernment agencies in addition to the BPS:04/o9, and 
conducted extensive interviews with collection agen- 
cies, government agencies, and other organizations 
with expertise on the topic. We compiled a compre- 
hensive list of policies that affect borrowers during 
default, which are shown in Appendix B. Through our 
interviews we also gained an understanding of how 
frequently different policies come into play. Using 
this information, we built illustrative models for each 
exit scenario to show how much borrowers pay in col- 
lection costs and how much interest they accrue. 

Specifically, we model eight scenarios grouped into 
the two categories from the first section of this anal- 
ysis: hard exit, in which the borrower voluntarily or 
involuntarily pays down the loan balance after default- 
ing and eventually brings the balance to zero, and soft 
exit, in which the borrower completes an administra- 
tive process to bring the loan back into good stand- 
ing, even though he has not fully paid off his loan at 
that time. We estimate that the government and col- 
lection agencies recover $3.1 billion annually from 
borrowers making progress toward a hard exit from 
default.34 Another $8.2 billion a year in loans leave 
default through soft exits, but because these are soft 
exits, the dollar figure is not the amount actually col- 
lected; it reflects the amount of debt that is brought 
current through consolidation or rehabilitation but 
not actually repaid at that point.35 

In the hard-exit category we model: 


A lump-sum payment, 
e Wage garnishment, 


Annual federal income tax refund offsets, 


e Wage garnishment combined with annual fed- 
eral income tax refund offsets, and 
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e A settlement with the collection agency and ED 
that reduces the borrower’s debt, which is then 
paid in full. 


For the soft-exit category we model: 


e Loan consolidation, in which the borrower 
makes three on-time payments to qualify for 
consolidation, 


e A second type of loan consolidation, in which 
the borrower enrolls directly into IBR to qualify 
for consolidation, and 


e Loan rehabilitation, in which a borrower must 
make nine affordable payments within 10 
months to return the loan to good standing. 


Table 2 and summarizes each scenario and illus- 
trates how a borrower’s exit from default can greatly 
affect the costs incurred. It shows the total net cost of 
default for a $7,000 loan under each exit scenario rel- 
ative to what the borrower would pay if he had never 
defaulted and repaid the loan in equal installments over 
the same period. When calculating the cost of default, 
we do not consider all the interest that accrues over 
the life of the loan as a cost, since interest still accrues 
during on-time repayment. Instead, we count only the 
net interest a loan accrues because of the default.3¢ 

This net interest results from two dynamics. In one, 
the borrower accrues more interest in default because 
he is not making payments for many months whereas 
when he pays a loan on an amortizing, on-time sched- 
ule, he reduces principal with each payment, reducing 
his total interest accumulation. The other dynamic 
relates to collection fees being deducted from each 
payment in certain default exit scenarios, which slows 
principal reduction and increases interest accrual. In 
contrast, a borrower making on-time payments has 
all of his payments credited to principal and inter- 
est, which reduces his principal faster and ultimately 
reduces the interest that accrues during repayment 
relative to default. 

The remainder of this section discusses the fig- 
ures in Table 2. The table in Appendix C provides 
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Table 2. Net Cost of Default and Months to Payoff, by Exit Scenario ($7,000 Loan Balance) 


Months (Years) 
Default Exit! Total Net Cost NetiInterest Collection Fees to Full Payoff2 
Lump Sum $2,415 $470 $1,945 34 (2.8) 
Wage Garnishment $2,610 $500 $2,110 75 (6.3) 
Tax Refund Offsets $501 $399 $102 QA (7.8) 
Garnishment Plus Offsets $1,685 $418 $1,267 57 (4.8) 
Settlement $397 $3973 $0 36 (3) 
Se eee $969 $678 $2914 180 (15) 
Serene ay $845 $654 $1916 155 (12.9) 
Rehabilitation $781 7/2 $9 185 (15.4) 


Notes: 1. Wage Garnishment, Garnishment Plus Offsets, and Rehabilitation scenarios assume the borrower's annual income is $25,000. 
2. Months to payoffis the time it takes a borrower to pay off his loan from the time he first stops making payments before entering default. 
3. This is the amount of interest remaining after $42 of the interest owed is waived in the settlement. 

4. At the point of consolidation, the 2.8 percent fee equals $219 and is added to the loan balance. As the borrower repays his loan, $72 
in interest accumulates due to the fee, which is shown here as part of the fee. 

5. Assumes borrower has a household size of two and an annual income of $35,000 such that the borrower pays off before receiving 


loan forgiveness. 


6. At the point of consolidation, a $150 fee is added to the loan balance. As the borrower repays his loan, $41 in interest accumulates on 


the fee, which is shown here as part of the fee. 
Source: Authors’ calculations. 


more detailed information about the net cost of each 
scenario. 

None of the scenarios we model are rare or 
unusual based on our interviews. However, borrow- 
ers often experience more than one, such as having 
a tax refund offset and then opting to consolidate 
to exit default or having their wages garnished for 
a short period and then opting to rehabilitate their 
loan. Similarly, borrowers who use a soft exit may 
subsequently redefault or postpone payments for 
years in forbearance rather than remain on a steady 
payment plan after exiting default. We do not model 
a default exit scenario in which the borrower has 
government benefit payments (e.g., Social Security) 
offset because it is a far less common scenario.37 We 
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also do not include the effect a default has on a bor- 
rower’s credit report, such as how much his credit 
score is reduced and for how long, except that we 
do note in each case if the default remains on the 
borrower’s credit report after exiting default. A 
companion report to this one—“Underwater on 
Student Debt: Credit-Based Correlates and the Con- 
sequences of Student Loan Default” by Kristin Blagg 
of the Urban Institute—uses data from a credit 
reporting agency to examine how student loan 
defaults affect credit scores over time.38 Blagg finds 
that, on average, a borrower’s credit score declines 
by about 75-100 points upon entering delinquency 
and default but returns to its pre-default level within 
three to four years. 


FEDERAL STUDENT LOAN DEFAULTS 


JASON D. DELISLE, PRESTON COOPER, AND CODY CHRISTENSEN 


Assumptions for Modeling Default Exit Scenar- 
ios. To model the effects of each default exit scenario, 
we make a number of assumptions. For each scenario, 
we assume a $7,000 loan balance at the time the bor- 
rower made his last payment, which is approximately 
the median balance for borrowers who exit default.39 
We use the same initial loan balance for consistency 
and to help reveal the differences in the amount of 
fees, interest, and total payments that occur in each 
scenario. We use a 5 percent fixed interest rate, which 
is approximately the rate that borrowers pay on newly 
issued undergraduate loans in the federal program.4° 
The models reflect only policies currently in effect for 
the Direct Loan Program. 

For simplicity and consistency, when the bor- 
rower exits default through a soft exit we assume 
he goes on to fully pay off his loan in fixed payments 
over a 12-year term.‘ In reality, many borrowers who 
exit default will redefault, use a forbearance to sus- 
pend payments, enroll in IBR, or reenroll in school 
and therefore qualify for a deferment. However, we 
assign a borrower a repayment schedule because we 
cannot otherwise assess the cost of default when the 
borrower uses a soft exit, as he has only changed the 
loan’s status, not paid it off. 

For simplicity, we do not discount dollar amounts 
to account for inflation or the time value of money. All 
figures are nominal. Note that some of the scenarios 
occur over long periods of time, meaning the nom- 
inal figures throughout the analysis are overstated 
because they are not discounted to a present value. 

Our models incorporate a number of general pol- 
icies that apply to federal student loans in default 
regardless of how the default is resolved. One is that 
ED does not charge borrowers late fees or higher, pen- 
alty interest rates during delinquency or default. For 
example, a borrower who misses five payments is 
assessed only interest at the original rate. While inter- 
est still accrues during delinquency or default, it is 
only added to the principal (i.e., capitalization or com- 
pounding interest) in certain circumstances.43 That is, 
a borrower who has interest accumulate ona defaulted 
loan is typically not charged interest on the interest. 
The exception is when a borrower consolidates his 
loans to exit default, which is discussed more below. 
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Another effect we incorporate into our models is 
that the process of defaulting spans many months, 
and even borrowers who ultimately exit remain in that 
status for many months. A technical default occurs 
when a borrower fails to make an on-time payment 
for 270 days.44 But it takes about 150 additional days 
for the servicer to transfer the loan to ED and then for 
ED to issue a final letter to the borrower, notify credit 
reporting agencies, and assign the loan to a collection 
agency.45 Even after that point, a full year often lapses 
before a default exit begins to occur. 

Therefore, our models assume that the borrower 
remains in default for 24 months after technical 
default. We assume that he does not make payments 
on the loan during those 270 days nor during the addi- 
tional 24 months. We also assume that he does not use 
a forbearance or deferment to postpone payments and 
that involuntary payments (such as wage garnishment 
and tax refund offsets) do not occur until the end of 
this period. Due to interest accrual during this time, 
the original $7,000 balance in each scenario increases 
to $7,992 before the borrower begins to exit default.4® 

Next we turn to the illustrative examples for each 
of the eight default exit scenarios. These illustrations 
describe the government policies that affect borrow- 
ers in default in each scenario, and they form the basis 
for the figures in Table 2. 


Lump-Sum Payment. One of the most straightfor- 
ward ways a borrower can exit default is by fully pay- 
ing off the loan with a one-time, lump-sum payment. 
The data analysis in the previous section and our 
interviews suggest that some borrowers do indeed 
take this path to exit default, especially if the out- 
standing balance is small. Until recently, borrowers 
could pay off defaulted student loans with a credit 
card, meaning borrowers may not have actually 
paid off the debt.47 While borrowers can negotiate a 
reduced balance in a settlement with the collection 
agency, here we assume no settlement. This scenario 
might occur if the borrower does not know that he 
can ask for a settlement if he pays off all at once or 
if the collection agency does not alert the borrower 
to this option. (We cover settlement as a separate 
scenario.) 
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Figure 10. Defaulted Loan Repaid with a Lump-Sum Payment 
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Note: The analysis assumes a $7,000 loan balance, 5 percent annual interest rate, and a voluntary, lump-sum payoff after the borrower 


remains in default for 24 months. 
Source: Authors’ calculations. 


Figure 10 illustrates how a borrower’s loan grows 
while in default, the collection costs charged, and 
the total payments made when exiting default with a 
lump-sum payment. Under current policy, a borrower 
in this scenario would be required to pay an additional 
24.3 percent of his outstanding principal and interest 
balance ($1,945 in this case) as a collection fee at the 
point he makes the payment.48 

Congress gives ED discretion in statute to deter- 
mine reasonable collection costs.49 That is, the govern- 
ment sets the collection fees, not the collection agency. 
The fees are remitted to ED and do not compensate 
collection agencies directly for their services. Instead, 
ED compensates collection agencies under contract 
terms that are not the same as what those entities must 
charge borrowers. This report does not focus on those 
contract terms or payments to collection agencies.S° 

Adding in the collection fees means the borrower’s 
total payment required to satisfy the debt is $9,937. 
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However, some of that amount is interest the bor- 
rower would incur even if he had not defaulted. There- 
fore, we compare the total amount owed with a loan 
in good standing that is paid off in equal installments 
over the same period. This reveals that the net cost of 
default is $2,415, which is almost entirely due to col- 
lection feess! (see Table 2). Once his loan is fully paid 
off, the borrower’s credit report would typically reflect 
that his defaulted loans were paid off, but the default 
may remain on a borrower’s credit report for seven 
years.52 A default that is later paid off generally has less 
effect on a borrower’s credit report than an outstand- 
ing unpaid loan.53 

A variation on the lump-sum payment scenario is 
when a borrower makes periodic payments while in 
default that fully pay off the loan over time, includ- 
ing interest and collection fees. It differs from the 
lump-sum scenario only in that the borrower incurs 
slightly more interest from the longer time period in 
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default—and the additional collection fees assessed 
on the larger balance as a result of the additional 
interest.s4 Another important difference about mak- 
ing periodic payments is in the way collection fees are 
assessed. Under ED policy, a fee is deducted from each 
payment with the remaining portion of the payment 
credited to accrued interest and then principal. The 
collection fees are the same as in the lump-sum sce- 
nario, but when expressed as a share of each payment 
rather than the entire balance, they total 19.6 per- 
cent.S5 Making periodic payments to exit default looks 
similar to exiting default through another scenario— 
wage garnishment—which we illustrate next. 

Lump-sum and periodic payments are voluntary, 
unlike payments made through wage garnishment or 
tax refund offsets. We estimate that about 12 percent 
of all dollars collected annually from borrowers mak- 
ing progress toward a hard exit from default come 
from voluntary payments, including voluntary pay- 
ments under a settlement discussed later.5® 


Wage Garnishment. Another way that borrowers 
can exit default is by having their wages garnished. 
The government collects about twice as much annu- 
ally through this method than through the voluntary 
payments discussed above. Under wage garnishment, 
the collection agency assigned to the borrower’s loan 
instructs the borrower’s employer to deduct 15 per- 
cent of his disposable pay from each paycheck and 
remit it to the government. However, the employer 
must leave the borrower with at least $218 per week.57 
Disposable pay is defined as any income after the bor- 
rower pays expenses required by law, such as state, 
local, and federal taxes.5® 

Initiating wage garnishment can be a lengthy pro- 
cess for collection agencies, which are charged with 
carrying out this collection method. Before garnish- 
ment can begin, the collection agency must first locate 
the borrower’s place of employment. The agency must 
also make a number of attempts to contact the bor- 
rower by phone and mail over a specific period of time 
before initiating garnishment. If the collection agency 
successfully locates the borrower’s place of employ- 
ment and has made the requisite attempts to contact 
the borrower, the agency can initiate the garnishment 
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order with his employer. Even at this point the bor- 
rower still has 30 days to respond before his employer 
is notified to withhold loan payments from his wages. 
Borrowers can also request a hearing with ED to dis- 
pute the garnishment for a number of reasons, and 
borrowers who have been involuntarily separated 
from their employment cannot be subject to garnish- 
ment until they have been continuously employed for 
at least 12 months.59 In a qualitative study, borrow- 
ers reported having their wages garnished years after 
their loans became delinquent.©° 

Borrowers in wage garnishment must also pay col- 
lection fees to ED. As is the case when a borrower 
makes periodic payments while in default, 19.6 per- 
cent of each payment is deducted for collection fees.™ 
The remaining portion of each payment is credited to 
interest and then principal. 

Turning to our model of exiting default through 
wage garnishment, we assume that the borrower 
has an annual income of $25,000, which means his 
monthly loan payments under the garnishment are 
$263.92 (We were not able to obtain information about 
typical incomes of borrowers in wage garnishment.) 
Only $211 of each payment is applied to his balance 
because 19.6 percent of each payment is deducted for 
collection costs. This slows the rate at which he pays 
down the debt and increases his total interest costs. 

We assume the borrower continues to pay down 
his balance through wage garnishment until it is com- 
pletely paid off, which takes 42 months from the start 
of the garnishment, as shown in Figure 11. Once the 
loan is fully paid, the borrower’s credit report typ- 
ically reflects that his defaulted loans were paid but 
the default remains on the report for seven years.% 
A hard exit from default through wage garnishment 
results in this borrower paying $10,775 in total, com- 
pared with $8,165 for a loan that remains in good 
standing, meaning the default costs him $2,610, 
largely from collection fees (for a full breakdown of 
the costs, see Table 2). 


Tax Refund Offset. In addition to wage garnishment, 
borrowers can involuntarily exit default and fully pay 
off their loans when their income tax refunds are 
offset by the government and used to pay defaulted 
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Figure 11. Defaulted Loan Repaid Through Wage Garnishment 
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Source: Authors’ calculations. 


student loans. Tax filers are owed a refund when they 
overwithhold federal income taxes each year, but they 
can also qualify for a refund even if they do not owe 
income taxes through a “refundable” tax credit such 
as the earned income tax credit. This collection effort 
is run by the Department of Treasury, not collection 
agencies or ED, although ED must certify and submit 
loans to the Treasury for offset.65 

Like wage garnishment, tax refund offsets do not 
occur immediately upon default. First, ED must cer- 
tify that a borrower has a defaulted loan, notify the 
borrower that his refund will be offset, and provide 
him time to request a hearing to dispute the action or 
make a hardship claim. This can take up to 15 months 
after a borrower has defaulted because ED only peri- 
odically certifies loans for offset.6° Another source of 
delay is that the Treasury issues tax refunds only once 
a year, in line with the annual tax filing season. 

Tax refund offsets for federal student loans total 
$2.1 billion annually. Tax refund offsets bring in nearly 
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twice as much money annually as wage garnishment 
and voluntary payments combined and are there- 
fore a major source of payments toward defaulted 
loans.°7 The typical refund offset to pay student loans 
is $1,700.68 The Treasury deducts a flat $17 fee per off- 
set from the payment toward the student loan, which 
covers the administrative costs incurred by Treasury. 
A $17 fee is just 1 percent of a $1,700 refund, meaning 
that a borrower who pays only through tax refund off- 
sets (albeit, involuntarily) pays low collection costs 
relative to making voluntary payments or involuntary 
payments through wage garnishment. 

A borrower who has $1,700 offset once per year 
will make relatively slow progress paying down a fed- 
eral student loan in default. As shown in Figure 12, 
it would take about eight years to fully repay the 
$7,000 loan with tax refund offsets alone, since pay- 
ments would be applied only once per year and inter- 
est accrues during this time. Such a borrower pays 
just $102 in collection costs.9 
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Figure 12. Defaulted Loan Repaid Through Tax Refund Offsets 
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Note: The analysis assumes a $7,000 loan balance, 5 percent annual interest rate, and an annual tax refund offset of $1,700 beginning 
after the borrower remains in default for 24 months. No other payments occur. 


Source: Authors’ calculations. 


Tax Refund Offsets and Wage Garnishment. 
Borrowers in default can also be subject to tax 
refund offset and wage garnishment simultaneously. 
We model such a scenario in Figure 13. Comparing 
the payments in default with a loan repaid in good 
standing over the same period reveals that the net 
cost of default in this scenario is $1,685, which is 
largely collection costs (see Table 2). Note that costs 
are lower in this scenario than if the borrower only 
had wages garnished because the $17 (1 percent) 
fees charged against his tax refund offsets are much 
lower than those charged under wage garnishment 


(24.3 percent). 


Settlement. The final type of hard exit from default 
that we model is a settlement. Under ED policies, 
borrowers can obtain a settlement by working with 
the collection agency. There is no publicly available 
description of this policy, but interviewees said a typ- 
ical settlement allows the borrower to pay 80 percent 
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of the combined total of outstanding principal, inter- 
est, and the 24.3 percent in collection fees to satisfy the 
debt. The borrower must, however, pay the settlement 
amount within 90 days. Following the full payment, 
the borrower’s credit report typically reflects that his 
defaulted loans were repaid, but the default remains 
on the report for seven years.7° Interviewees said that 
settlements are a routine exit for defaulters, especially 
those with low balances, although the available data do 
not indicate how many borrowers receive settlements. 

Figure 14 illustrates a defaulted loan repaid under 
this arrangement in which the borrower’s $7,992 bal- 
ance is eventually paid off under a settlement for 
$7,949.71 In other words, the 80 percent calculation 
results in this borrower having all collection fees 
waived and even a small amount of interest. However, 
he must pay the full settlement amount in just 90 days 
after agreeing to these relatively favorable terms. 

A settlement is not the only option borrowers 
have to minimize collection fees: All the soft-exit 
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Figure 13. Defaulted Loan Repaid Through Wage Garnishment and Tax Refund Offsets 
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Source: Authors’ calculations. 


scenarios involve reduced collection fees, and we 
turn to those next. 


Consolidation. Loan consolidation is another way 
to exit default and minimize collection costs. This is 
a soft exit because the loan merely changes status; it 
is not paid down. Consolidation is listed in statute 
as a method for exiting default, meaning Congress 
explicitly created this soft-exit option for borrowers.7? 
Under consolidation, the borrower is issued a new fed- 
eral student loan that pays off all his loans in default. 
The new consolidation loan is automatically in good 
standing because it is a new loan and is therefore eligi- 
ble for all repayment plans and benefits. The borrower 
is also eligible to take out additional federal student 
loans and receive any grant aid for which he is eligible. 

Consolidation is the fastest way to exit default 
without fully paying down the loan. Moreover, the 
borrower’s credit report typically reflects that his 
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defaulted loans were paid off but the record of default 
remains on his credit report for seven years.73 This is 
the same status a borrower would receive if he fully 
paid off his federal loans through a hard exit from 
default even though he has not actually paid off his 
loans. According to ED statistics, about $1.4 billion 
in defaulted loans exit annually through consolida- 
tion, or about 16 percent of all hard and soft default 
exits combined.” 

Another benefit of consolidation is that the repay- 
ment term is longer than the original loan, between 
12 and 30 years, with larger balances qualifying for the 
longest terms. Despite the name, borrowers can use 
this option even if they have only one federal student 
loan, and it is a popular repayment plan outside of 
default. Many borrowers use the consolidation option 
whencurrent on their loans to access longer repayment 
terms or simplify repayment on multiple loans. That 
poses a problem for some borrowers in default. Under 
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Figure 14. Defaulted Loan Repaid Through a Settlement 
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Note: The analysis assumes a $7,000 loan balance and 5 percent annual interest rate. It also assumes the borrower remains in default for 
24 months before entering a settlement, in which 20 percent of the combined principal, interest, and fees are waived, and the loan is 


fully repaid in 90 days. No other payments occur. 
Source: Authors’ calculations. 


the law, borrowers can consolidate only once (unless 
they subsequently take out more loans).75 Thus, a bor- 
rower who consolidates before defaulting cannot use 
this option to exit default as he has already consoli- 
dated his loans. Another restriction is that the statute 
prohibits a borrower whose wages are garnished from 
receiving a consolidation loan.7° Therefore, the bor- 
rower must work with the collection agency to have 
the wage garnishment order suspended before he can 
receive the consolidation loan and exit default. 

There are two versions of consolidation to exit 
default, and both require the borrower to complete 
paperwork. ED does not break out its statistics on 
defaulted loan consolidations by type of consolida- 
tion. Under the first type, the borrower must make 
three on-time payments in which each payment is 


equal to 1 percent of the outstanding principal and 
interest balance of his defaulted loans.77 Once he sat- 
isfies the requirement, he is issued the new consoli- 
dation loan and enters repayment in good standing. 
According to ED policy, he is assessed a fee equal to 
2.8 percent of the combined principal and interest on 
his loans in default, which is then added to the prin- 
cipal balance of the new loan, along with all interest 
that accrued during default.78 

This is the only case in which accrued interest is 
added to the principal balance on this loan (i.e., capi- 
talized) during default. Some organizations we inter- 
viewed believed this aspect of consolidating loans to 
exit default was punitive and costly to the borrower, 
but our analysis suggests it is not a major factor in the 
overall cost of defaulting. Compounded interest from 
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Figure 15. Defaulted Loan Repaid Through Consolidation (Three-Payment Option) 
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Source: Authors’ calculations. 


a consolidation in our $7,000 loan example adds less 
than $100 to the total cost of default over a 12-year 
repayment term. 

After the borrower makes the three on-time pay- 
ments, he must immediately begin making monthly 
payments on the consolidation loan issued to exit 
default, provided he does not enter a deferment or 
forbearance or have his payments set to $0 by subse- 
quently enrolling in IBR. Borrowers who reenroll in 
school at least half time will automatically have their 
new consolidation loan put in deferment. 

Some interviewees thought few borrowers used the 
three-payment consolidation option or that adminis- 
trative hurdles made it impossible to use. However, 
collection agencies we interviewed reported that it is 
not an uncommon resolution process. 
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Figure 15 illustrates this option for exiting default. 
In this scenario, the borrower makes three $80 
monthly payments (1 percent of the balance in default) 
on his $7,992 balance. Following those payments, 
he is issued a consolidation loan which includes a 
2.8 percent collection fee ($219 in this case), making 
his new balance $8,029. The new repayment term is 
12 years based on the rules for consolidation loans 
under $10,000.79 

Under this soft exit from default, the borrower 
pays a total of $10,933, which reflects his 12-year 
repayment term after exiting default and the three 
upfront payments required for consolidation. This is 
more than the total payments in the other scenar- 
ios because the consolidation loan stretches the pay- 
ments out over a longer period and more interest 
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accrues. If he had never entered default and regu- 
larly paid off under the same amount of time in the 
model, he would have paid a total of $9,964, meaning 
the net cost of default is $969. Most of that amount 
is the additional interest accrued from deferring 
payments while in default. 

A borrower can skip the three-payment require- 
ment to exit default through consolidation if he 
enrolls in IBR. Under this option, the borrower com- 
pletes combined paperwork for IBR enrollment and 
a consolidation loan. When the borrower is issued 
the new loan, his payments follow those under the 
IBR program, which is 10 percent of income after an 
exemption equal to 150 percent of the federal pov- 
erty guidelines. The borrower incurs a flat collec- 
tion fee of $150 in this option rather than 2.8 percent 
of the balance in the three-payment consolidation 
option.®° This fee and the interest that accrued while 
in default are added to the new loan balance (i.e., 
capitalization). Table 2 shows that this option costs 
borrowers slightly less than exiting through the other 
consolidation option mainly because the fee is mar- 
ginally lower.®! 


Rehabilitation. The final option for a soft exit from 
default is rehabilitation. Like a settlement or consoli- 
dation, this benefit also results in the borrower having 
most of his collection costs waived but offers a unique 
additional benefit. Once a borrower completes a 
rehabilitation, the government will request that the 
credit reporting agency remove the default from his 
credit report.82 Although the delinquency (i.e., late 
payments) that led up to the default will remain on 
his report, the organizations we interviewed noted 
that a default has more severe effects on a borrow- 
er’s credit report than a delinquency. Borrowers can 
only rehabilitate a loan once, meaning the option is 
not available for the many borrowers who redefault.83 
Rehabilitation is the most common soft exit from 
default and the most common exit pathway overall, 
with just over 70 percent of dollars in both exit cate- 
gories, or about $7 billion annually.84 

A rehabilitation, like consolidation, is defined in 
statute as a means to exit default.85 The law speci- 
fies that the borrower make nine on-time voluntary 
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payments to have his loan rehabilitated. Under cur- 
rent regulations, these payments are 15 percent of a 
borrower’s income after an exemption of 150 per- 
cent of the federal poverty guidelines.®¢ If this calcu- 
lation results in unaffordable payments, a borrower 
can submit a standard ED form to the collection 
agency documenting his expenses to obtain a lower 
payment.87 Under either calculation, payments must 
be at least $5.88 Once a borrower completes the nine 
payments, his loan(s) are returned to good standing, 
and he becomes eligible for the terms and repayment 
plans available on federal student loans, such as IBR, 
a forbearance, or an in-school deferment. However, 
payments may be higher than those the borrower 
obtained by completing the expense form. 

The borrower is assessed a collection fee in the 
form of a 19.6 percent deduction from each of the 
nine payments he makes while rehabilitating his 
loan.89 But once he successfully completes those pay- 
ments and rehabilitates the loan, there are no further 
collection costs.9° Thus, his collection costs could be 
as low as $9 if his monthly payments are set at the 
$5 minimum. Interest that accrued while in default is 
not added to the principal balance (i.e., capitalized) 
when his loan returns to good standing. He still owes 
the unpaid interest, however, and the payments made 
after the loan is returned to good standing are cred- 
ited to this interest first. 

Borrowers whose wages are garnished can use 
rehabilitation to exit default, but their payments 
under garnishment continue and do not count 
toward the nine on-time payments, since the rehabil- 
itation payments must be voluntary.9' However, after 
the borrower makes five of the nine payments under 
the rehabilitation plan, he can have the garnishment 
order suspended.9 

Figure 16 illustrates the effect of defaulting and 
exiting through rehabilitation. We assume the bor- 
rower’s income is low enough that he needs to make 
only $5 minimum payments in rehabilitation. (How- 
ever, various sources we consulted suggested that typ- 
ical monthly payments in rehabilitation range from 
$35 to $75 per month.) After making those payments 
and after 98 cents (19.6 percent of $5) in collection 
fees are netted out of each payment, the borrower 
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Figure 16. Defaulted Loan Repaid Through Rehabilitation 
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returns his loans to good standing, owing $8,189. 
Assuming a 12-year fixed payment term thereafter 
brings his total payments to $10,836. If the borrower 
had never defaulted and repaid the loan over the same 
amount of time, he would have paid a total of $10,055, 
meaning the net cost of default was $781, which is 
almost entirely the additional interest accrued while 
delaying payments in default. And because the bor- 
rower used rehabilitation to exit default, record of the 
default is removed from his credit report. 


Conclusion and Recommendations 


For several decades, federal student loans have oper- 
ated as an open-access program, without underwriting 
or collateral. As the program makes loans to almost 
any student attending an eligible institution, with- 
out a credit check in most circumstances, it should 
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be unsurprising that default rates are as high as they 
are. While reducing defaults through IBR and other 
innovations is certainly possible, it is wishful thinking 
to assume that these policies will eliminate default. 
Policymakers who wish to maintain the open-access 
nature of the program must accept that a certain level 
of defaults is inevitable. Indeed, ED has not lowered 
its projection of lifetime default rates at all since the 
advent of IBR, even as enrollment in that plan has 
swelled in recent years.93 

While policymakers should continue to address 
default prevention, some of their attention should 
shift to how borrowers can exit default. The current 
maze of inconsistent fees, penalties, and paperwork 
that borrowers must navigate to exit default is ripe 
for change. However, despite the complexity of exit 
policies, seven in 10 defaulters find their way out of 
default within five years. These encouraging statis- 
tics show that many borrowers have the means to 
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exit default and that policies to make those pathways 
smoother could leave both borrowers and taxpayers 
better off. 

Policymakers could reform the default exit pol- 
icies to make the system more rational, consistent, 
and fairer to borrowers. We generally take the view 
that, while some penalties for default are appropri- 
ate in order to compensate taxpayers for collection 
costs that ED incurs and to disincentivize default, 
the current set of options and penalties is incon- 
sistent, opaque, counterintuitive, and either exces- 
sively punitive or extremely lax. To that end, we 
propose streamlining and rationalizing the exist- 
ing system under the following framework. These 
reforms require changes to the underlying laws and 
ED’s current policies. 


Combine Rehabilitation and Consolidation 
into a Single “Resolution” Option. Currently, 
borrowers have three soft-exit options from default, 
each with unique requirements and fees. To simplify 
the exit process, policymakers should combine these 
alternatives into a single, quick option called a “res- 
olution.” To obtain a resolution, borrowers would 
simply elect this option as part of enrolling (or reen- 
rolling) in any repayment plan available for borrow- 
ers in good standing, which can include reenrolling in 
the standard 10-year plan that all borrowers use auto- 
matically when first entering repayment. Borrowers 
would not need to have wage garnishment suspended 
to obtain a resolution, and garnishment would cease 
immediately following a resolution. While borrowers 
should be able to enter a resolution as many times as 
they want, second and third resolutions should carry 
stricter terms, possibly including a required mini- 
mum number of on-time payments, in order to disin- 
centivize “serial resolutions.” Our proposed redesign 
of collection fees, as discussed below, would also dis- 
courage serial resolutions. 


Simplify Collection Fees. Under the current sys- 
tem, a borrower with a $7,000 loan can have all of his 
collection costs waived under a settlement or pay as 
little as $9 in penalties if he chooses a rehabilitation, 
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pay $102 if he has his loan involuntarily repaid 
through tax refund offsets, or pay over $2,000 if he 
clears his balance with periodic voluntary payments. 
Strangely, only one of these options—the low-fee 
option that does not require he pay off the loan— 
clears his credit report of the default. Depending on 
the exit pathway chosen, penalties can therefore be 
overly harsh or far too lenient, given that it costs tax- 
payers more than $0 or $9 to recover a loan.94 The 
current policy of deducting 19.6 percent from each 
payment for collection fees under some exit options 
is also excessively punitive because it increases how 
much interest a borrower accrues, creating a drag on 
the repayment progress—likely in a way that is not 
obvious to the borrower. 

We suggest eliminating the current mix of pen- 
alties and fees and replacing it with a single charge 
equivalent to a flat percentage of a borrower’s bal- 
ance and applied to the loan at the time of default. 
This would apply to all defaulted loans regardless of 
how the borrower exits, and ED would no longer offer 
settlements. The fee would be applied again if the 
borrower redefaults after using the new resolution 
process to exit default. 

While calculating an ideal fee that covers the gov- 
ernment’s costs is outside the scope of this report, 
for discussion purposes a 5 percent flat fee could be 
appropriate. This would mean that the $7,000 loan 
and default scenario we use throughout the second 
section of this report would incur a fee of $362.95 In 
contrast to current policy, this fee would be univer- 
sal; the government would assess it at the time of 
default on all defaulters no matter how they resolve 
the default. The borrower would then pay this 5 per- 
cent fee in the same way that he pays the rest of his 
loan—whether through voluntary payments, wage 
garnishment, or other methods—because it would 
be immediately added to his principal balance. We 
estimate that charging fees in this manner reduces 
costs for borrowers compared with deducting fees 
from each payment. Relative to the current default 
exit policies, this approach looks most similar to the 
consolidation option in which a percentage-based 
fee is added to the loan balance and repaid over time. 
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Charge Borrowers Additional Fees for Wage 
Garnishment. Involuntary payments through wage 
garnishment impose administrative costs on tax- 
payers and employers. It is reasonable for the gov- 
ernment to expect that borrowers whose loans are 
collected through these channels pay some or all of 
their collection costs and that they face higher pen- 
alties for imposing costs on employers. We suggest 
that the government levy a flat fee for each pay- 
ment made through wage garnishment or offsets to 
compensate taxpayers for collection costs. This fee 
should be set to cover the additional administrative 
costs of collecting loans through wage garnishment 
just as the same fees are currently calculated for the 
Treasury’s tax refund offsets. We expect that these 
fees, while not insignificant, would be less than the 
current 20 percent per-payment fees assessed under 
wage garnishment. Still, all borrowers are assessed 
a flat 5 percent fee at the time of default under our 
proposal, which would include borrowers in wage 
garnishment. That is, the flat per-payment fee for 
wage garnishment is in addition to the 5 percent fee 
levied at the time of default. 

The government should also maintain the current 
fees charged on tax refund offsets, as they are set to 
cover additional administrative costs. Borrowers for 
whom tax refund offsets or wage garnishment are 
unaffordable will be able to more easily suspend them 
than under current policy by using the new resolution 
process to quickly exit default and enroll in a new 
repayment plan, including IBR. 


Delay Access to Loan Program Benefits After 
Resolution. This analysis has revealed that many 
borrowers who exit default take out federal stu- 
dent loans again. While resolution should be a 
single, simple process, borrowers who enter reso- 
lution should not immediately regain access to the 
full suite of benefits under the federal student aid 
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programs—although they would be able to access 
any repayment plan as part of the resolution. Bor- 
rowers should demonstrate an ability and willing- 
ness to make payments before accessing additional 
benefits at taxpayer expense. Specifically, borrowers 
should be required to make a minimum of 12 on-time 
payments ($5 payments if they enroll in IBR and are 
not required to make a payment) after completing a 
resolution before regaining the right to use federal 
student aid programs or access deferment and for- 
bearance options on existing loans. 


Consistent Credit Reporting. Currently, a default 
is cleared from a borrower’s credit report only after 
rehabilitation, but not after consolidation or when a 
borrower fully pays off his loan. There appears to be 
no meaningful justification for this inconsistency. We 
suggest that the government request that a default be 
removed from a borrower’s credit report immediately 
after a borrower completes a resolution or fully pays 
off the balance on all loans still in default, regardless 
of how he does so. Put another way, borrowers who 
fully pay off their loans after defaulting and those 
who complete a resolution would be treated the same 
under this beneficial policy. 


Conclusion. This report has shown that contrary 
to popular perceptions, default is usually not a per- 
manent status. Moreover, it is not a total loss for tax- 
payers, as many defaulters eventually pay off their 
loans. That said, policies surrounding default exit 
are overly punitive in many respects. These policies 
are also inconsistent because borrowers often incur 
vastly different penalties depending on the pathway 
they take after default. Going forward, policymakers 
should make it a priority to rationalize laws and reg- 
ulations governing default, while those in the media 
and research communities should update their char- 
acterizations of default in light of this information. 
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Appendix A. Detailed Methodology 


NCES conducted the Beginning Postsecondary Stu- 
dents Longitudinal Study: 04/09 (BPS:04/09), a nation- 
ally representative sample of students who began 
college during the 2003-04 academic year. BPS:04/09 
follows up with members of that cohort three and six 
years after they begin college, so it can measure out- 
comes such as completion status and credential type. 
The data set contains 16,680 student observations. 

students in BPS:04/09 
attended college, the federal student loan program 


Since the surveyed 
has undergone several changes. Most importantly, 
Congress eliminated the Federal Family Education 
Loan (FFEL) Program, which offered bank-based, 
taxpayer-guaranteed loans to students. FFEL policies 
surrounding default differed in some ways from the 
policies discussed in “Individual Borrower Perspec- 
tive” section, which are in place today. Other changes 
include the expansion of IBR options and a reduc- 
tion in student loan interest rates. These changes 
may affect borrower behavior and balance evolution 
before and after default in ways for which our analysis 
cannot account. 

The federal government keeps records of both 
direct and guaranteed federal student loans in the 
National Student Loan Data System (NSLDS). Due to 
privacy concerns, outside researchers have tradition- 
ally not had access to NSLDS data. However, NCES 
was able to extract NSLDS records for BPS:04/09 
cohort members, match them to the existing survey 
data, and make the resulting data set available on a 
restricted-use basis. 

Around 
(65 percent of the sample) had identifiable records 
in NSLDS, excluding those with Parent PLUS loans 
only. The extracted NSLDS data cover a 154-month 
period between July 2003 and April 2016. The data set 


10,890 BPS:04/09 cohort members 


includes information on loan attributes, principal and 
interest balances, loan defaults, and the reasons bor- 
rowers exited default (if any). The data do not include 
actual payments made by borrowers, only changes in 
outstanding balances. 
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Most estimates presented in the report are 
weighted with the variable WTAooo. The excep- 
tions are estimates involving the sector of a borrow- 
er’s school, which are weighted with the variable 
WTBooo. 


Analysis Sample 


There are 2,670 borrowers in the sample who 
defaulted on at least one loan during the study period. 
This forms the sample for the analysis in “Aggregate 
Perspective” section. However, the sample base is 
unconventional for an analysis of default. First, the 
survey was designed to be representative of students 
who began postsecondary education in the 2003-04 
academic year, not the population of defaulters. It is 
possible that defaulters as a whole may differ from the 
subset of defaulters captured in BPS:04/09. 

One important difference, for example, is that a 
disproportionate share of borrowers in the data set 
entered loan repayment (and defaulted) during and 
immediately after the Great Recession. In addition, 
all federal student loans made today are originated 
by the federal government (Direct Loans), rather 
than originated by private financial institutions and 
guaranteed by taxpayers (FFEL loans). That was not 
the case during the study period: Only 18 percent of 
defaulters in our sample carried exclusively Direct 
Loans, while 42 percent had exclusively FFEL loans, 
and 39 percent owed a mixture of both. 

Because the sample base of BPS:04/09 is a group of 
students who begin school at the same time, borrow- 
ers in the data may enter repayment and default on 
their loans at different times. Since the data set covers 
a fixed period of years, we have more years of data on 
borrowers who enter repayment at earlier dates. Sim- 
ilarly, we have more years of data on borrowers who 
default at earlier dates. 

Of the 2,670 borrowers who default, 1,700 exited 
default at least once during the study period. However, 
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it is inappropriate to simply calculate the share of bor- 
rowers in our sample who ever exited default. This 
understates lifetime exit rates; some borrowers who 
will eventually exit default do not have their exits 
recorded because the exits occurred or will occur 
after data coverage ended in April 2016. 

To address this, we must generally restrict our 
analyses to fixed periods of time. For example, instead 
of calculating the overall share of borrowers who exit 
default within the 13-year period covered by the data, 
we calculate the share of borrowers who exit default 
within five years of entering. 

However, in doing so we are forced to exclude bor- 
rowers who first defaulted on their loans after April 
2011, since the data coverage ends in April 2016. This 
reduces our sample size: While 2,670 individuals 
defaulted on a loan during the study period, only 1,580 
defaulted on a loan five years or more before the end 
of the study period (i.e., before April 2011). Shorter 
time frames permit larger samples: A three-year 
default exit rate, for instance, allows for a sample size 
of 2,130. 

Cropping the sample in this way introduces a 
potential source of bias: Borrowers who enter default 
at earlier dates (relative to when they started school) 
could differ from the population of defaulters as a 
whole. Unfortunately, there is no easy way to account 
for this; it is a caveat the reader should bear in mind. 


Defining Default 


We analyze default status at the borrower level rather 
than the loan level. A borrower is “in default” if he is 
in default on any loan. Therefore, default on a single 
loan is sufficient to enter default status. Conversely, 
to exit default a borrower must clear the default sta- 
tus on all loans; exiting default on one loan but not 
another is not considered a full default exit. In other 
words, if a borrower exits default on multiple loans 
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at separate times, we use the latest exit for analysis 
purposes. 

As they were not taken out by the students them- 
selves, we exclude Parent PLUS loans from the anal- 
ysis. We neither record Parent PLUS defaults nor 
include Parent PLUS loans as part of a borrower’s 
total outstanding balance. 

The default data for Stafford loans include the 
starting and ending dates for each default and the rea- 
son each default was resolved (rehabilitation, con- 
solidation, full payoff, or discharge). The default data 
for non-Stafford federal loans, which are almost all 
Perkins loans, report the date the loan first entered 
default and the date a default status was last observed. 
This “last observation” may be the loan’s last default 
exit (through rehabilitation, consolidation, etc.) 
or simply a flag to indicate that the loan was still in 
default as of April 2016. 

We are unable to observe whether non-Stafford 
loans exited and reentered default between the date of 
first default and the date of last observation. For sim- 
plicity, we assume that defaulted non-Stafford loans 
remain in default throughout this period. As the vast 
majority of defaulted Stafford loans (90 percent) have 
just one default over the study period, we believe this 
is a reasonable assumption. Moreover, non-Stafford 
loans make up a small share of defaults (4 percent). 
Excluding non-Stafford loans from the analysis does 
not meaningfully affect our estimates of default exit 
rates, although it does slightly lower estimated rates 
of full payoff. 

To calculate a defaulted borrower’s outstand- 
ing balance, we simply sum the principal and inter- 
est on all outstanding federal loans (excluding Parent 
PLUS loans) regardless of whether those loans are in 
default. In uncommon cases, borrowers default on 
some loans but not others. We include all outstand- 
ing federal student loans in their balances because we 
are interested in the total financial burden facing each 
borrower. 
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Appendix B. Collection Fees and 
Borrower Requirements by Default 
Exit Scenario 


Default Exit 


Borrower Requirements 


Collection Fee 


Lump-Sum Payment 


Periodic Voluntary Payments 


Wage Garnishment 


Tax Refund Offsets 


Settlement 


Consolidation, Three Payments 


Consolidation, Income-Based 
Repayment 


Rehabilitation 


None 


None 


None/involuntary 


None/involuntary 


Must pay full settlement amount in 
90 days 


Must make three on-time payments 
equal to 1% of outstanding principal 
and interest balance 


Must enroll in IBR 


Must make nine on-time payments in 
10 months. Payments can be income 
based and as lowas $5 


24.3% of principal and interest 
balance 


19.6% of each payment is deducted 


19.6% of each payment is deducted 


$17 is deducted from each tax refund 
offset 


24.3% fee is added to principal and 
interest, and then 20% of the entire 
new balance is waived 


2.8% of total balance (added to 
balance of the new loan) 


Lesser of $150 or 18.5% of balance 
(added to balance of the new loan) 


19.6% of each of the nine monthly 
rehabilitation payments is deducted 


Source: Information in this table comes from personal interviews with industry experts and information from the Department of Educa- 
tion and Government Accountability Office. See US Department of Education, Federal Student Aid, “Loan Servicing and Collection— 
Frequently Asked Questions,” httos://ifap.ed.gov/LoanServicingandCollectionInfo/LSCFAQ. html; and US Government Accountabil- 
ity Office, “Social Security Offsets: Improvements to Program Design Could Better Assist Older Student Loan Borrowers with Obtaining 
Permitted Relief,” December 2016, https://www.gao.gov/products/GAO-17-45. 


33 


“SUOE|ND|Ed ,SIOUINY :80JNOS 
"ysauaqul |enuue JUsd 
-Jad ¢ e ym juswAed jse| JO BLU] Je ULC] QCOO'Z$ & UO pase ae SUOIE[ND|e>D “poled Sul] Swes SY} JAAO sjUaU||e}SU! A|YJUOW Jenbe Ul peda pey pue psynejep 


JASON D. DELISLE, PRESTON COOPER, AND CODY CHRISTENSEN 


FEDERAL STUDENT LOAN DEFAULTS 


Total and Net Cost of 


C 
Default on a $7,000 Loan 


IX 


Append 


Janou pey ay fi pied aAey PjNOM JAaMOOG Sy} JUNOWE 9y} O} UO] Pa}|NeJap e Jo HulAed Jo JsOd |e}0} 94} Hulwedwuos Aq payejnojeo sem }jNejap JO JSOD JOU BY | 3} 
(v'GL) S8L 6$ cLl$ I8Z$ 6$ L28'€$ 000'2$ 9E8'OL$S = gso'e$ 000'2$ GSO'OL$ UOHe||Ieysy 
: ‘ ‘ ‘ 7 ‘ ‘ i dd 
(621) SSL L61L$ 7S9$ Gres L6L$ L8L'E$ 000'2$ BZEOLS ves'e$ 000°2$ ves'6$ ‘UoMepljosuoy 
susie 
(GL) O8L L62$ 8L9$ 696$ L62$ cv9'e$ 000'2$ €£6'01$ - 796'¢$ 000'2$ 796'6$ 9aU | “UO! 
-PpI|OSu0D 
(€) 9¢ or$- 6Er$ L6E$ org- c66$ 000'2$ 6r6'2$ rad egc$ 000'2$ egc'$ JUSLU9|}ES 
, ‘ ‘ ‘ ‘ ‘ ‘ _ ‘ ‘ S}9SHO SNd 
(8p) ZS L90'L$ 8Lr$ G8o'l$ L90' L$ 262' L$ 000'2¢ y9S'6$ 628$ 000'2$ 628'Z$ JUaWYsIUeD 
(92) : : ‘ Ls ‘ ‘ ‘ S}9SHO 
8°) 16 2O1$ 66E$ Los$ cOL$ €28'L$ 000'2$ G26'8$ pv'l$ 000'2$ pLy's$ punyay xe) 
USWUSIWe! 
(€'9) SZ OLL'2$ 00s$ OL9'e$ OLL'2$ G99'1$ 000'2$ GLL'OL$ = GOL LS 000'2$ GOL'8$ ere a 
(8°2) ve G6 1S OLv$ Gly'e$ Gr6'1$ 766$ 000'2$ LE6'6$ ae ooS$ 000'2$ 2G‘ L$ wns dwn] 
yokeg sae4 ysolajuy «= yjneyag sae4 ysaua}uy = jedidulig JeIOL, see4 =. }Sd.3}U] jedioulg Je}OL, wa 
0}(sueaA) U0l,D3]]0D 7°N jo }soD yWNejaqg 
sy}Uuo;: 2PN 


ueo] pa}nejag jo so 


paynejag 4aAaQKN J] ‘UeOT JO ySOD 


34 


FEDERAL STUDENT LOAN DEFAULTS JASON D. DELISLE, PRESTON COOPER, AND CODY CHRISTENSEN 


Notes 


1. Robert Gebeloff, “Projections for Student Loan Defaults Are Terrifying. It’s Time to Act.,” Washington Post, January 22, 2018, 
https://www.washingtonpost.com/blogs/post-partisan/wp/2018/01/22/projections-for-student-loan-defaults-are-terrifying- 
its-time-to-act/. 

2. Other researchers have conducted analyses on this data set, although they mostly did not focus on post-default outcomes. See 
Ben Miller, “Who Are Student Loan Defaulters?,” Center for American Progress, December 14, 2017, https://www.americanprogress. 
org/issues/education-postsecondary/reports/2017/12/14/444011/student-loan-defaulters/; and Judy Scott-Clayton, “What Accounts for 
Gaps in Student Loan Default, and What Happens After,” Brookings Institution, June 21, 2018, https://www.brookings.edu/research/ 
what-accounts-for-gaps-in-student-loan-default-and-what-happens-after/. 

3. Robert Hiltonsmith, “Small Loans, Big Risks: Major Consequences for Student Debtors,” Demos, 2017, http://www.demos.org/ 
sites/default/files/publications/Small%20Loans%20Big%20Risk%20.pdf. 

4. 20 USC § 1085; and US Department of Education, Federal Student Aid, “Understanding Delinquency and Default,” https://stu- 
dentaid.ed.gov/sa/repay-loans/default. 

5. Charles A. Jeszeck, “Older Americans: Inability to Repay Student Loans May Affect Financial Security of a Small Percentage of 
Retirees,” testimony before the Special Committee on Aging, US Senate, September 10, 2014, https://www.gao.gov/products/GAO-14- 
866T. 

6. The now defunct Federal Family Education Loan program charged late fees. The Direct Loan Program, which has issued all new 
federal loans since 2010, does not charge late fees for past-due payments. 

7. US Department of Education, Federal Student Aid, “Deferment and Forebearance,” https://studentaid.ed.gov/sa/repay-loans/ 
deferment-forbearance. 

8. This report refers to the collection of plans that allow borrowers to make payments based on their incomes as IBR. The IBR plan 
is generally the most generous plan for new federal student loan borrowers as of 2014. While borrowers with loans from before that 
date may access other plans that set payments based on income, such as Pay As You Earn (PAYE) and the Revised Pay As You Earn 
(REPAYE) plan, the vast majority of new borrowers who use such plans will enroll in IBR. 

9. Since ED reports statistics for Direct Loan and Federal Family Education Loan borrowers separately, there may be some slight 
double-counting of borrowers who are in default on both types of loans. 

10. US Department of Education, Federal Student Aid, “Federal Student Loan Portfolio,” https://studentaid.ed.gov/sa/about/data- 
center/student/portfolio. 

11. Figures represent shares of dollars, not shares of borrowers. For more information, see US Department of Education, “Student 
Loans Overview: Fiscal Year 2018 Budget Proposal,” May 23, 2017, https://www2.ed.gov/about/overview/budget/budgeti8/justifications/ 
q-sloverview.pdf. 

12. Seth Frotman, “Update from the CFPB Ombudsman: Transitioning from Default to an Income-Driven Repayment Plan,” Con- 
sumer Financial Protection Bureau, May 16, 2017, https://s3.amazonaws.com/files.consumerfinance.gov/f/documents/201705_cfpb_ 
Update-from-Student-Loan-Ombudsman-on-Redefaults.pdf. 

13. Miller, “Who Are Student Loan Defaulters?”; Jennie H. Woo, “Factors Affecting the Probability of Default: Student Loans in Cal- 
ifornia,” Journal of Student Financial Aid 32, no. 2 July 2002): 5-23, http://publications.nasfaa.org/cgi/viewcontent.cgi?article=1179 
&context=jsfa; and Nicholas W. Hillman, “College on Credit: A Multi-Level Analysis of Student Loan Default,” Review of Higher Educa- 
tion 37, no. 2 (Winter 2014): 169-95, http://muse.jhu.edu/article/525233/pdf. 

14. Zachary Bleemer et al., “Echoes of Rising Tuition in Students’ Borrowing, Educational Attainment, and Homeownership in 
Post-Recession America,” Federal Reserve Bank of New York, July 2017, https://www.newyorkfed.org/medialibrary/media/research/ 
staff_reports/sr820.pdf. 

15. David J. Deming, Claudia Goldin, and Lawrence F. Katz, “The For-Profit Postsecondary School Sector: Nimble Critters or Agile 


35 


FEDERAL STUDENT LOAN DEFAULTS JASON D. DELISLE, PRESTON COOPER, AND CODY CHRISTENSEN 


Predators?,” Journal of Economic Perspectives 26, no. 1 (Winter 2012): 139-64, http://pubs.aeaweb.org/doi/pdfplus/10.1257/jep.26.1.139; 
and Adam Looney and Constantine Yannelis, “A Crisis in Student Loans? How Changes in the Characteristics of Borrowers and in the 
Institutions They Attended Contributed to Rising Loan Defaults,” Brookings Institution, Fall 2015, https://www.brookings.edu/bpea- 
articles/a-crisis-in-student-loans-how-changes-in-the-characteristics-of-borrowers-and-in-the-institutions-they-attended-contributed- 
to-rising-loan-defaults/. 

16. Judith Scott-Clayton, “The Looming Student Loan Default Crisis Is Worse Than We Thought,” Brookings Institution, January 11, 
2018, https://www.brookings.edu/research/the-looming-student-loan-default-crisis-is-worse-than-we-thought/. 

17. Constantine Yannelis, “Strategic Default on Student Loans” (working paper, New York University, New York, 2017), http:// 
faculty.chicagobooth.edu/workshops/financelunch/past/pdf/Strategic%20Default.pdf. 

18. Yannelis, “Strategic Default on Student Loans.” 

19. Jason Delisle and Alexander Holt, “Why Student Loans Are Different: Findings from Six Focus Groups of Student Loan Borrow- 
ers,” New America, March 11, 2015, https://www.newamerica.org/education-policy/policy-papers/why-student-loans-are-different/. 

20. Navient, “Money Under 35: Navient’s 2017 National Study on Financial Health of Young Adults Between the Ages of 22 and 35,” 
2017, https://navient.com/assets/about/who-we-are/Money-Under-35-report-2017.pdf. 

21. After successfully clearing the default status on all loans, we consider a borrower to have exited default. In cases in which a bor- 
rower resolves the default on different loans at different times, we consider the borrower’s last exit (the exit that brought him fully out 
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22. During the time period covered by this data analysis, student borrowers could pay off their defaulted loans with a credit card. 
Therefore, some borrowers who fully pay off their loans may still have the debt, but as credit card debt rather than student debt. Inter- 
viewees told us that ED has recently discontinued this policy or is planning to in the near future. For information on repaying defaulted 
student loans with a credit card, see US Department of Education, “PCA Procedures Manual: 2009 ED Collections Contracts,” Sep- 
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Agency.” 
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could secure in the private market or below what he can earn. To understand this argument, consider how the interest accrued by 
deferring payments on a student loan can be financially advantageous, ignoring the other consequences of default. The annual fixed 
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such a loan can earn a greater return by investing in higher yielding securities, incurring interest costs on the loan can result in a net 
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which yield more than the interest he accrues on his student loan. 

37. The Government Accountability Office reported that in 2015, just $171 million in Social Security payments were offset. By com- 
parison, tax refund offsets exceeded $2 billion that fiscal year. See US Government Accountability Office, “Social Security Offsets.” 
Payments collected through wage garnishment were approximately $666 million between April 2016 and March 2017. See US Depart- 
ment of Education, “Default Recoveries by Private Collection Agency.” 

38. Kristin Blagg, “Underwater on Student Debt: Credit-Based Correlates and Consequences of Student Loan Default,” Urban Insti- 
tute, forthcoming. 

39. We assume the borrower’s loan balance is $7,000 at the time he last made a loan payment. At the point of default (nine months 
of nonpayments), the median loan balance for borrowers who exit default is $6,800 according to the BPS:04/o09. 

40. US Department of Education, Federal Student Aid, “Understand How Interest Is Calculated and What Fees Are Associated with 
Your Federal Student Loan,” 2018, https://studentaid.ed.gov/sa/types/loans/interest-rates. 

41. Default and collection policies are slightly different under a predecessor program, the Federal Family Education Loan program. 
Because all new loans as of 2010 are made under the Direct Loan Program, the policies we describe below apply for the vast majority of 
outstanding loans and all new loans going forward. 

42. A borrower with a consolidation loan of less than $10,000 has his loan term set to 12 years. 

43. The five conditions when accrued interest is capitalized on federal Direct Loans are at the end of the in-school grace period, after 
a forbearance, after a deferment, when a borrower using IBR no longer has a partial financial hardship, and when a loan becomes part 
of a consolidation loan, including to exit default. According to our interviews, interest is not capitalized when a borrower enters default 
or during default, although this would be permitted under the current regulations. For more information, see 34 C.F.R. § 685.202. 

44. US Department of Education, Federal Student Aid, “What Is Default?,” https://studentaid.ed.gov/sa/repay-loans/default. 

45. Jeszeck, “Older Americans.” 
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46. This value represents the $7,000 starting principal and 34 months of accrued interest at a 5 percent annual rate. 

47. Interviewees told us that ED has recently discontinued this policy or is planning to in the near future. For information on repay- 
ing defaulted student loans with a credit card, see US Department of Education, “PCA Procedures Manual.” 

48. Multiple interviewees confirmed that ED’s current policy is to charge a collection fee of 24.3 percent for this type of payment, 
although the number is not published in any widely available document. 

49. 20 USC § 1087e; and 34 C.F.R. § 685.202(d)-(e). 

50. The Department of Education’s contracts with private collection agencies can be viewed at US Department of Education, Federal 
Student Aid, “Private Collection Agencies,” https://studentaid.ed.gov/sa/about/data-center/business-info/contracts/collection-agency. 

51. A borrower who repays a $7,000 loan with a 5 percent annual interest rate in equal installments over 34 months will pay a total of 
$7,522. 

52. Equifax, “How Long Does Information Stay on My Equifax Credit Report?,” https://www.equifax.com/personal/education/credit/ 
report/how-long-does-information-stay-on-credit-report/. 

53. Equifax, “How Long Does Information Stay on My Equifax Credit Report?” 

54. To illustrate this example, assume the borrower makes a $2,000 payment once every six months. Interest continues to accrue 
during the intervening months, and a 19.6 percent fee is deducted from each of the periodic payments. Under this scenario, the bor- 
rower fully pays off the loan after 64 months, paying a total of $10,474. 

55. A 24.3 percent fee assessed on the total balance is mathematically equivalent to charging a 19.6 percent collection cost taken out 
of each loan payment. That is, the fee applied to collection costs on each payment (19.6 percent) is equal to 24.3 percent of the total 
amount applied to interest and principal. Multiple interviewees confirmed that ED’s current policy is to charge a collection fee of 
19.6 percent per payment, although this number is not published in any widely available document. 

56. For this calculation we include collections reported by ED that cover voluntary payments and wage garnishment and combine 
them with tax refund offsets reported in a Government Accountability Office study. See Government Accountability Office, “Social 
Security Offsets”; and US Department of Education, “Default Recoveries by Private Collection Agency.” 

57. This is the amount someone would earn from working 30 hours per week at the federal minimum wage. If the amount of the gar- 
nishment would leave a defaulted borrower with less than $218 in disposable pay per week, the amount of the garnishment is reduced 
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